
7AD-ACBG 153 RAND CORP SANTA MONICA CA F/6 5/14
EASTERN EUROPE AND OILI THE SOVIET DILEMMA.(U)
OCT 79 E S BURGER

UNCLASSIFIED RAND/P-6368 NL° mhEEEEliEEEEI
mEmhlhhmhhEEEE
mmmhhhinhmml

ENDI



4 EASTERN YUROPE AND (A:THE SOVIET DILEMMA

'K - -./7

Ethan S./Burger

.. ...... /y
6 ctAM 79

'. CTE

'. MAY 1 3 1980

J ApA

K P



.1"

"4

The Rand Paper Series

Papers are issued by The Rand Corporation as a service to its professional Staff. Their
purpose is to facilitate the exchange of ideas among those who share the author's research

*" interests; Papers are not reports prepared in fulfillment of Rand's contracts or grants.
Views expressed in a Paper are the author's own, and are not necessarily shared by Rand
or its research sponsors.

The Rand Corporation
Santa Monica, California 90406



l.; iii

SUMMARY

The nations of Eastern Europe depend on Soviet oil because it

is less expensive than that bought at world prices, it can be ob-

tained without draining scarce hard-currency reserves, and it is

reliably supplied. Since 1970, however, the Soviet Union has been

urging its CMEA/Warsaw Pact allies to seek additional suppliers.

The Central Intelligence Agency predicts that Soviet oil production

will level off in the near future and then decline. Lower produc-

tion and increased domestic consumption, the CIA suggests, will

cause the Soviets to cut their oil exports to the West and hold at

a constant level their oil exports to Eastern Europe.

This paper postulates that as long as industrial growth in

Eastern Europe continues, the demand for oil will increase. The

non-Soviet CMEA nations cannot now afford to buy large amounts of

oil from OPEC. For this reason, the Soviet Union will probably con-

tinue to increase its oil sales to the CMEA nations, rather than

risk their economic deterioration, which might lead to political un-

rest and instability.

Accaisiul For

T3 n2A&

D'. S ILI

¢L]

_____ _____ _____ --- -- --.



iv

ACKNOWLEDGMENTS

The author is grateful to Dr. Jeffrey Simon of the Systems

Planning Corporation for suggesting the examination of Eastern

Europe's oil situation. He also wishes to thank Dr. Thad Alton,

Research Project on National Income in East Central Europe;

Dr. Theodore Shabad, Editor of Soviet Geography; Dr. John Haberstroh,

Office of Economic Research, CIA; Dr. Jack Brougher, Department of

Commerce; Dr. Richard Erickson, Harvard University; Dr. Herbert

Sawyer, Bentley College and the Russian Research Center; and

Dr. Abram Bergson, Director of the Russian Research Center, Harvard

University, for help with research sources. Dr. Darnell Whitt,

Defense Intelligence Agency, Martin Kohn, Department of State, and

Rand colleagues Thane Gustafson, R. E. Horvath, William McNaught,

and Frederic Nyland provided invaluable help with an earlier draft.

I

- -



V

CONT:N! S

SUMMARY . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

ACKNOWLEDGMENTS..................................................... i

Section
I. THE POLITICAL NATURE OF SOVIET ECONOMIC POLICY TOWARDS

EASTERN EUROPE............................................ 1
Soviet Policy in Eastern Europe: Control and Tutorage .. 1
Conflicting Aims of Soviet Policy........................... 2
The Growing Importance of Economic Ties .................... 4

II. SOVIET OIL PROBLEMS AND PROSPECTS............................. 6

III. EASTERN EUROPE'S ENERGY SITUATION............................ 13
CMEA's Response to the Oil Price Rise of 1975............... 13
CMEA's Energy Status, 1970-1978............................ 15

Bulgaria.................................................. 17
Czechoslovakia............................................ 19
East Germany.............................................. 20
Hungary................................................... 22
Poland.................................................... 24

The Role of Middle East Oil................................ 26
Oil Consumption and Industrial Growth....................... 28

IV. POLITICAL IMPLICATIONS OF THE ENERGY SITUATION IN EASTERN
EUROPE.................................................... 32

APPENDIX............................................................. 35

REFERENCES.......................................................... 41



I. THE POLITICAL NATURE OF SOVIET ECONOMIC POLICY
TOWARDS EASTERN EUROPE

Despite wide-ranging analysis of the Soviet Union's oil supply in

recent years, few studies have focused on the political and economic

ramifications for the East bloc countries of the USSR's freezing of the

level of oil exports (as the CIA projects) in the face of a rising

domestic demand.

This paper proposes (1) to review the nature of economic relations

between the nations of Eastern Europe and the Soviet Union; (2) to

examine the oil trade as a reflection of this relationship; and (3) to

analyze the Soviet Union's options in its oil export policy to the

Council of Mutual Economic Assistance (CMEA) countries.

Section I discusses the motivations and tools that the Soviet

leadership employs in dealing with the Council of Mutual Economic Assis-

tance (CMEA)/Warsaw Pact states.

A. SOVIET POLICY IN EASTERN EUROPE: CONTROL AND TUTORAGE

Two dominant, yet often contradictory, goals govern Soviet policy

in Eastern Europe. The first is the Soviet desire to control the for-

eign and domestic affairs of the other East bloc countries. The second

is to help their CMEAfWarsaw Pact partners develop into more efficient

and economically stronger states. The relationship between the Soviet

Union and the countries of Eastern Europe in some respects is like that

of tutor and student. The tutor is of use to the student only as long

as the student is deficient in his studies. If the tutor is successful,

his services will no longer be required. -The tutor must prolong the

student's dependence and, at the same time, demonstrate the student's

academic progress; unless he has another student, and for the Soviet

Union, there are no other pupils quite like the states of Eastern Europe.

*The Section I discussion of the CMEA/Warsaw Pact states includes
Romania. Because of its unorthodox relationship with the Soviet bloc,

however, it is excluded from consideration in Sections 11 and III.
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B. CONFLICTING AIMS OF SOVIET POLICY

The potentially conflicting aims of Soviet policy are a recur-

rent theme in the literature on Soviet-Eastern Europe relations [1].

Soviet policy must be flexible enough to allow the political elites

of Eastern Europe to respond in their own way to local conditions;

at the same time, it must be firm enough to maintain alliance co-

hesion. Five interrelated factors motivate Soviet policy:

1. The military security factor. Eastern Europe serves
as a buffer zone against possible attack from the
West.

2. The springboard factor. Eastern Europe serves as a
base for possible military expansion against or
assertion of political influence over Western
Europe.

3. The Communist International factor. Eastern Europe
serves as a potential vanguard of communist world
revolution.

4. The ideological security factor. Eastern Europe
provides an ideological buffer zone in which a
defensive Soviet leadership can secure its own
closed system of government against the dangers of
ideological and political penetration [2].

5. The economic complementarity factor. Eastern Europe
serves as a supplier of certain goods and services
to the Soviet Union (e.g., computers, manpower,
foods, consumer goods), and as a safe laboratory for
socialist policy and management innovations [31].

The Soviets might rely on military, political, and/or economic

links to achieve the policy objectives in Eastern Europe represented

by these factors. This paper takes the position that the USSR's

leverage over its CMEA allies by virtue of the first two links is

decreasing and that the likelihood of its using the third--the economic

links--is increasing.

The military link here refers to the mutually beneficial rela-
tionships among Warsaw Pact member states. Obviously, the Soviet
troops in Eastern Europe are also used as a means of coercion.
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The establishment of the Warsaw Pact in 1955 served not only to

legitimate the presence of Soviet troops in Eastern Europe, but also

to alleviate some member states' fears of German revanche. Yet, ten

years after Brandt's Ostpolitik and four years after the Helsinki

accord, which formalized the post-World War II borders, it is doubt-

ful the Eastern European leaders view the Soviet troops stationed on

their soil as adding to their national security, though these forces

probably contribute to their own political viability. What reportedly

occurred at the November 1978 Warsaw Pact summit meeting may illus-

trate their attitudes. At the meeting, Romania rejected the Soviet

Union's call for an increase in military expenditures. Although

Poland apparently supported Romania, Warsaw nevertheless increased

its planned 1979 military expenditures by 4 percent. Czechoslovakia's

real defense spending has fallen over the last three years, and

Hungary's and Bulgaria's have increased only marginally. We cannot

determine how the non-Soviet Warsaw Pact political and military elite

really feel about the Soviet troops. It is possible that the Soviet

military presence allows these nations to avoid military expenditures

that otherwise would be viewed as necessary. On the other hand, the

countries of Eastern Europe may feel, to varying degrees, that the

Soviet troops are simply a fact of life that must be tolerated and

feared [4].

Some Eastern European leaders are increasingly demonstrating

their independence from the Soviets in some foreign policy areas [5].

This may have been made possible by their partial success in legiti-

mizing their governments in the eyes of their citizens. If Western-

style free elections were held today in Eastern Europe, it would not

be surprising to see Kadar in Hungary or Ceausescu in Romania receive

the support of an extensive portion of their electorates. The present

* governments of East Germany, Bulgaria, Czechoslovakia, and Poland are

probably less popular, and as a result theft leaders are more dependentI on Soviet support.
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C. THtE GROWING IMPORTANCE OF ECONOMIC TIES

The apparent decreasing importance of military and political

support the USSR gives the other Bloc nations seemingly would force

the Soviets to increase economic ties within the socialist camp, for
,

economic ties usually increase political leverage. Brzezinski has

pointed out that "in the planned economies of the Communist countries,

as their ideology states, economics and politics are inseparable;

the economic interaction of the Bloc countries may be also seen as

an indicator of their political relations" [6].

The Soviet Union appears to be well versed in the uses of eco-

nomic relations as a political instrument.

Nikita Khrushchev's comment that "we value trade least
for economic reasons and most for political purposes"
has become a classic. Anastas Mikoyan made a similar
observation when he said "Just as economics are in-
separable from politics, so the USSR's foreign political
relations are inseparable from its foreign trade rela-
tions." Academician Abram Frumkin has written, "In the
first place, a definite link between foreign trade and
foreign policy exists not only in the USSR but in the
capitalist countries as well. What matters is the
nature of the policy which the trade of a given country
is called upon to promote." Soviet commentators rarely
provide details of the political uses of Soviet foreign
trade, particularly in regard to oil, but when viewing
international relations they point out that oil is the
commodity most linked to politics [7].

Although the above discussion seems to imply the subordination

of Soviet economic to political interests, viewed in a long-term

perspective, the two appear to complement each other. Imagine, for

example, a situation in which the Soviet Union charged the world

prices for its products and did not give preferential treatment to

the East bloc countries. These countries would suffer economically;

but they would also doubtless increase their trade with the non-

communist world. Though the Soviet Union's foreign trade situation

In fact, one of the ,imas of Kissinger's detente policy was to
gain leverage for the United States in its relations with the USSR
through trade.
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might improve as a result of being able to sell more commodities at

the world market price for hard currency, such a policy might result

in consumer discontent and possibly political instability in Eastern

Europe. The Soviets might them be forced either to give subsidies to

their allies or intervene actively to reassert control.

Arthur Klinghoffer argues that foreign trade is a useful politi-

cal instrument for the control of Eastern Europe:

.** the Soviet Union can easily harmonize foreign policy
with state economic interests as a result of state owner-
ship of the means of production and a nationalized system
of foreign trade. Not only can the full might of the
Soviet Union be deployed in support of foreign policy
goalR, but imports and exports can be closely integrated
into a comprehensive economic plan, so that foreign trade
can be coordinated with economic development. The Soviets,
therefore, have a fundamental advantage over capitalist
states, which often have difficulty in linking foreign
trade practices with domestic economic requirements or
national security interests [8].

While foreign trade may be a useful political control tool, its appli-

cation may have high economic costs. The Soviet Union's ability and

willingness to take economic losses in pursuit of political gains is

limited. It is in the area of oil trade that the dichotomy between

economic and political interests are most blatant. The following sec-

tions of this paper are concerned with the economic and political

tradeoffs influencing Soviet oil export policy to Eastern Europe.
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11. SOVIET OIL PROBLEMS AND PROSPECTS

In 1976, CIA energy analysts wrote, "The USSR is the only major

industrial nation in the world that is self-sufficient in energy and

is likely to maintain this position for the foreseeable future [9].

The "foreseeable" future turned out to be about one year [101. The

CIA now predicts that in the late 1980s the USSR will become a net im-

porter of crude oil. The following points are made to support this

contention:

o Soviet oil production increased at an average annual rate of

r 9.1 percent during the 1960s. Between 1971 and 1978, the

annual rate of increase declined to 6.2 percent [111.

o Absolute annual production increases declined from 640,000 b/d

in 1975 to 510,000 b/d in 1978. The 1979 plan calls for a

further decline in growth to about 430,000 b/d [12].

o Requirements for new oil production capacity are increasing

rapidly as older fields are being depleted [13].

o Many of the techniques to save energy now being discussed in

the West are already in effect on a wide scale in the USSR

[14].

o It is unlikely that the Soviets will be able to substantially

reduce growth or energy consumption without a severe impact

on industry. In 1977, industry consumed 47 percent of all

primary energy; the transportation and household/social sec-

tors, only 15 percent [15].

In formulating their conclusions, the CIA made the following

assumptions:

* o The Soviets will achieve energy savings of 2.5 percent in

* consumption per year through 1985, all in the form of oil.

o The GNP will grow 3 to 3.5 percent a year between 1981 and

1985.

77- wI
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o Energy consumption will rise at an average annual rate of

3.2 percent between 1981 and 1985.

o The Soviets will continue to export oil to communist countries

at a constant level of 1.9 million b/d between 1981 and 1985.

o Domestic oil production will drop from 11.8 million b/d in

1980 to 10 million b/d in 1985 [16].

The CIA concludes that:

o Oil output will likely peak in 1979 or 1980 and decline rather

sharply in the early 198Os [17].

o The outlook for Soviet oil is bearish because new large fields

have not been discovered to offset declines in the Ural-Volga

area and the impending leveling off of production in Western

Siberia [18].

o Among the primary energy sources, gas production is being pushed

as fast as possible, but increments to energy production will

decline after 1980, as the expected decreases in oil production

and slow growth in coal production will offset growth in gas

output [19].

o The USSR will cease to be a net exporter after 1981 [20].

o In 1985, the Soviet Union will be able to supply all domestic

oil needs from indigenous production 121].

o The 1.9 million barrels per day of oil exported to other com-

munist countries in 1985 will have to be procured from OPEC

countries for barter and/or hard currency [22].

It is not the purpose of this paper to examine the CIA's analysis,

although it should be noted that some researchers believe that Soviet

production, rather than falling, will level off in the near future.

The analysis that follows is concerned with the implications of the

Soviet oil situation for Eastern Europe.

Table 1 shows CIA data on the USSR's oil balance. For the purposes

of this analysis, the most important figures here are the estimates of

Soviet oil exports. For 1980 and 1985, the CIA projects oil exports
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of 2.8 and 1.9 million barrels a day. This represents a decline of

0.5 and 1.4 million barrels a day from the 1978 level. The key ques-

tion is: If the CIA predictions are correct, to which countries will

the USSR reduce oil exports? On purely economic grounds, the Soviet

leadership would prefer to have payment for their oil in hard currency.

This suggests that it would be economically sound for them to continue

to export oil to the Western industrialized nations. But from a poli-

tical vantage point, oil exports to their CMEA partners would probably

be preferable.

Table 2 shows the distribution of Soviet crude oil exports for

1970-1977. The percentage of oil shipped to communist countries of

the total amount of oil exported fluctuates only 8.9 percent and has

declined (as far as can be determined) since its 1974 peak. Figure 1

shows the CIA prediction of the distribution of Soviet oil exports.

If one assumes rising demand for oil in Eastern Europe while Soviet

exports to that region remain constant, then the non-Soviet countries

will face an increasing oil deficit and will be forced to import in-

creasingly large amounts of oil at world market prices. Table 3 shows

Soviet oil exports to Eastern Europe in 1979 and 1980, as projected

by John Haberstroh of the CIA. These figures show a slight increase

in the level of oil exports over 1978.

I/
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Figure 1

USSR: TRENDS IN OIL PRODUCTION AND END USE 1975-85

Million b/d

12

10Domestic 

Prouc~o

10

8 Domestic Use

6

4

• .............. Net Exports to the World

2 Net Exports to the €ommunist Countries "",..,

............ -- - .. "'..°... . *

Net Exports to the Ws

Actual Projected

1975 76 77 78 79 80 81 82 83 84 85

High domestic oil production and no import capacity constraint.

SOURCE: CIA, Soviet Energy ProbZems and Pr-ospects, February 1979, p. 30.
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II. EASTERN EUROPE'S ENERGY SITUATION

Eastern Europe is rich in only one energy resource--coal--and

only Poland has it in abundance. However, it is in the areas of oil

and natural gas where Eastern Europe's consumption levels are growing

fa , st. Increases in consumption of energy have far outpaced energy

production growth. Over the past ten years, particularly before 1973,

the CMEA nations tried to increase the use of oil and natural gas in

industry. Because of a lack of indigenous oil resources, the Eastern

European countries have been forced to import vast quantities of oil.

Since 1973, Soviet oil has been less expensive than Middle Eastern

oil and because it did not require hard currency to purchase, it was

a great bargain. In 1975, the Soviet Union announced an increase in

the price of their exported oil and set quotas for their CMEA partners.

In this section, the energy situations in each of the Bloc countries

before and after the price increase is examined.

A. CMEA'S RESPONSE TO THE OIL PRICE RISE OF 1975

The Council of Mutual Economic Assistance was originally organized

as a Soviet counterpart to the Marshall Plan. Its purpose was and

still remains to contribute to the economic integration of the social-

ist community. Until 1975, CMEA prices tended to be frozen for ex--

tended periods of time. Then the Executive Committee of Ci4EA "decided

to increase intra-CMEA foreign trade prices, despite that the next

scheduled intra-CMEA price revision was not due until 1976. The actual

and widely publicized reason (in the West) was the Soviet realization

that the violent increases in world energy and raw material prices

triggered by the energy crisis of 1973/4 were causing the Soviet Union

to lose too much in exporting oil, natural gas and raw materials to

the Eastern European CMEA nations at bargain basement prices" [23].

Although CMEA prices are supposed to be based on a five year moving

index based on world market prices, there is considerable bargaining

over terms. As a result the price the Czechs pay for Soviet crude may

not be the same as the Bulgarians pay. Not only were the prices of
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primary products adjusted, but prices for manufactured and agricultural

items were also changed. The result of the price change, according

to Arthur Smith, was a 10 percent deterioration in the terms of trade

for the Eastern European countries in their economic relations with

the Soviet Union [24].

Although the Soviet Union had been urging the CMEA countries since

the early seventies to depend less on Soviet oil, the Soviets were

quick to reassure their bloc partners after the price increase that

"there is every reason to believe that the export of oil from the USSR

to the socialist countries will continue to grow" [25]. However, the

Soviet Union simultaneously announced that it was fixing quotas for

each of the CMEA states and would sell crude in excess of the quota

at world market prices payable in hard currency or gold rather than
,

"foreign-trade rubles." The Soviet condition that oil sold above

the fixed quota be paid in hard currency suggests that even when sell-

ing oil at world prices to their CMEA partners in trade rubles, the

Soviet Union receives less trade value for their oil than is the case

when they receive hard currency that can be used to buy goods from

the West [26].

Even with the price increase, Soviet oil (below quota ceilings)

was still less expensive than OPEC oil. Soviet crude has the addi-

tional advantage of not straining the CMEA nations' limited holdings

of hard currency. Perhaps because the terms of trade between the

Soviet Union and their CMEA partners continue to favor the Eastern

Europeans, the Soviet Union stipulated that if non-Soviet CMEA states

were to receive guaranteed shipments of raw materials, they would have

to increase joint investments with the USSR. The Orenberg pipeline

is probably the best known joint project. The additional benefit of

this project to the Eastern Europeans is that it not only pays for

their rising energy bill, but it also reduces the cost of transporting

fuel from the Soviet Union.

Had the OPEC nations not raised the price of oil in 1979, the

amount that the USSR charged its CMEA partners (according to the five

Actually, the Soviets have always had set quotas for Eastern

Europe, but previously the amounts appear to have been altered fre-

quently to meet new conditions as they developed.
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year moving index mechanism) would have reached the world price level

by 1982. As a result of the most recent OPEC price rise, Soviet oil

prices for CMEA nations will continue to remain below the world level

for at least five years, unless the world price drops or the Soviets

raise their price. In the first quarter of 1979, the Soviets increased

the price of their petroleum products to their CMEA by an amount larger

than that called for by the five year moving average. Whether this

is an indication that the Soviets plan on bringing the price of their

exports more in line with the world price than has previously been the

case is uncertain [27].

B. CMEA'S ENERGY STATUS, 1970-1978

In the following pages, the energy positions of each of the coun-

tries of Eastern Europe will be examined. It is particularly important

to note how energy consumption patterns differed in the periods before

and after 1975. The reader is warned that data concerning energy pro-

duction and consumption in Eastern Europe should be read with skepti-

cism. There are many irregularities in the data, for example, rapid

increases in oil consumed in a given year. This may occur due to the

lack of properly reporting consumption in the previous year.

Before each individual nation will be examined, a brief comparison

of importing patterns will be presented. Table 4 shows the Eastern

European countries' level of dependence on Soviet oil. The measure

was used by Herbert Sawyer in a 1974 edition of the ACES Bul~etin.

The table shows crude oil and petroleum product imports from the Soviet

Union as a percentage of total energy consumption in five Eastern

European countries [28]. Some of the figures show imports as being

greater than 100 percent because some of the CMEA nations export petro-

leum products. Data were available only through 1976, because this

was the last year that the Soviets published the physical amounts of

their oil exports. Before 1975, Bulgaria and Hungary were the least

dependent on Soviet oil. The two largest importers of Soviet oil in

physical amounts, East Germany and Czechoslovakia were also the most

heavily dependent on Soviet oil. It appears that no uniform response

by the nations of Eastern Europe occurred after the price increase,
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Bulgaria became significantly more dependent on Soviet oil after the

price change. The other Bloc countries' importing patterns did not

change as much.

1. Bulgaria

Bulgaria has the dual distinction of being the least industrialized

and probably the most politically reliable (from the Soviet perspective)

in the Warsaw Pact. It has the additional disadvantage of being some-

what poorly endowed with energy resources [29]1. From 1970 to 1977, its

consumption of primary sources of energy has increased 49 percent. Of

all the CMEA nations, Bulgaria has the highest percentage of energy

consumption in the form of oil. This means that, although the per-

centage of Soviet oil consumed is low compared with the Bloc as a

whole, Soviet oil represents a high percentage of total energy con-

sumption. It is also important to note that since 1970, Bulgaria has

become more dependent on Soviet oil.

Bulgaria has been successful in reducing the percentage of energy

consumption that oil represents following the price increase in 1975.

In 1974, oil consumption represented 60.6 percent of total energy con-

sumption. The figures for after the price increase were in the mid-

forty range.

The Bulgarian government has reacted to their energy crisis by

reducing vehicle speed limits, raising the price of gasoline to almost

$5.00 per gallon [30], and organizing a national campaign to lower home

energy consumption. Attempts have also been made to reduce energy

consumption in industry.

It is highly unlikely that the Bulgarians will be able to alter

their dependence on foreign energy sources in the near future; they

are unable to finance large scale imports of oil and natural gas at

world prices. Therefore, the Bulgarian leadership probably will con-

tinue to receive favorable treatment on energy issues from the Soviets

because of its past consistency in supporting Soviet foreign policy.1 Table 5 displays Bulgaria's energy position.
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2. Czechoslovakia

Czechoslovakia is poor in oil and natural gas reserves. It is

one of the two most industrialized countries of Eastern Europe and,

due to its caution in borrowing previously, probably is the most capable

of the CI4EA nations to enter the world market for its energy needs

131]. Czechoslovakia, as a result of the occupation in 1968, has been

very circumspect in asserting independence from the Soviet foreign

policy line. Despite the apparent political reliability of Czechoslo-

vakia, Soviet perceptions of her dependability as an ally is likely

to be colored by experiences eleven years ago.

Between 1970 and 1978, oil consumption in Czechoslovakia increased

by 93 percent. Total primary energy consumption grew at only 28 per-

cent. Oil as a percent of primary energy consumption continued to

grow until 1977. The Soviet percentage of Czech oil imports has re-

mained above the 90 percent mark throughout the period examined. Czech-

oslovakia is expected to import 366 thousand barrels a day from the

Soviets in 1979. No figures on non-Soviet oil appear to be available

[32].

Like all the Eastern European countries, Czechoslovakia has

attempted various measures to conserve energy. Their Sixth Five-Year

Plan emphasizes the need for energy conservation in industry, calling

for "decisive savings . . . through state racionalization [sic] pro-

grams." Their goal is to obtain a savings in fuel and power of 2.0-

2.5 percent a year [33]. Some of the actions taken to save energy are

shifting working hours to reduce energy use and raising motor vehicle

*fuel prices to discourage non-essential driving [341.

Party Head Husak touched on the implications of the oil price

hike for Czechoslovakia in his address announcing the 1976-80 Five-

Year Plan:

this development has so f ar been reflected in our
relations with socialist states only partially because
according to the agreements concluded within the frtame-
work of the Council of Mutual Economic Assistance, the
price level of the world market will reflect gradually
in the course of several years, in the prices valid among
member countries; thus a purification from the short-term
crisis and boom influences will also be achieved. These
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agreements contribute in a cons iderable way to the sta-
bility of the economic development of the Czechoslovak
Socialist Republic, because our economy gained time to
conform itself to new, more complicated conditions. On
the other hand, taken from the standpoint of the sub-
ject discussed today, it is necessary to see that the
tasks of the Sixth Five Year Plan are in comparison with
the Fifth Five Year Plan more complicated due to [out-
side conditions] [35].

If current trends continue, oil in Czechoslovakia is likely to

increase. This may force them onto the world market unless the Soviets

are willing to raise oil exports.

Czechoslovakia is looking for alternative sources of energy.

Prague has significant uranium reserves. By 1990, she will be oper-

ating 20 nuclear power reactors; but this is not likely to alter dra-

matically their energy situation in the near-term.

Table 6 shows the Czechoslovak energy situation for 1970-1978.

3. East German1 _

The energy situation is very similar to that of Czechslovakia in

the German Democratic Republic. Despite being one of the two most in-

dustrialized non-Soviet nations in CMEA, oil makes up a relatively

low percentage of East Germany's total energy consumed. Politically,

the East Germans are similar to the Czechs: Despite being strident

supporters of Soviet foreign policy, they are viewed with suspicion

by the Russians. In Hedrick Smith's The Russians, one Soviet complains

about the East Germans:

You know, we supply the GDR with gas for their industry.
We supply it for let's say 43 kopeks, and then we buy
back other goods from them for a ruble. Economically we
lose, But this is not economics, it is politics. We
hold onto them with gas. They told us, "For the develop-
ment of our industry, we need to double the amount of
gas deliveries every year." And we told them, "We can
increase the amount of deliveries a bit, but not as much
~as you want." And they told us that they could get their

gas from your (the West) Germans, even though your
Germans were getting gas from us. in other words, our
Germans threaten us with your Germans [36].
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The importance of this statement is not its economical value, rather

it reflects some Russians' perceptions of their German "ally."

The current five-year plan stresses the need for continued reduc-

tion in energy use, though it does not refer to oil in particular.

Deputy Premier Weiss said shortly after the oil price hike of 1975

that:

I would like to reaffirm that the increases in the price of
our imports that are connected with the additional charges
will not affect retail prices, rents, or transportation

rates paid by the population [37].

The East German leadership's unwillingness to pass highet energy costs

directly on to the consumer suggests that energy conservation measures

will be primarily in the industrial sector.

The East German economy, though comparatively strong, has exper-

ienced some recent problems. For 1979, the Soviet Union has set a

limit of 370 thousand barrels/day to be exported to the GDR. This

represents about 80 percent of the GDR's expected consumption. The

remaining 20 percent will probably have to be purchased from the OPEC

nations. Though the GDR can handle such a burden, it does represent

an economic hardship. The Soviets may feel that the German economy is

capable of buying oil in the world market, or at least more so than

some other CMEA nations [38].

Table 7 shows the East German energy situation 1970-1978.

4. Hungary

Hungary is the only CMEA nation operating under a system of market

socialism. Like the other CMEA countries discussed so far, Hungary

is a poor state in terms of natural energy. Since 1970, oil's impor-

tance in overall energy consumption has been increasing, though re-

cently, the rate seems to be slowing down.

Kadar and his economic advisors have attached great importance

to energy conservation. They have:
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1. Established industrial purchase quotas for oil products.

2. Reduced fuel consumption norms for public transportation.

3. Passed on higher prices to enterprises and consumers [39].

Initially, there was an attempt to insulate the domestic economy from

the effects of the higher fuel import costs through the use of price

controls and subsidies. However, this policy did not last long. Even-

tually, prices for gasoline, diesel, gas heating, and coal all increased

[40]. According to John Haberstroh, the energy crisis has contributed

to the expanding economic role of central organs in Hungary, thus

weakening the market socialism experiment [41].

Hungary's current five year plan calls for a 4.2 growth rate in

total energy use for 1976-80 and a 3.3 rate for 1980-90. These figures

do not radically differ from the current trend line of 3.5-4.0 percent

increases a year [42]. Oil since 1970 ha, L "reased as a percentage

of total primary energy consumption. The Soviet percentage of oil

consumption had remained relatively constant, averaging 84.4 for 1970-

74 declining after the 1975 price increase. Hungary has at least

twice contracted to buy Soviet oil at world prices rather than buy from

the OPEC nations, when their needs surpassed their ration. Hungary

reportedly received 188 thousand barrels of oil per day from the Soviets

in 1978. Hungarian imports from the Soviet Union were predicted by

Hungary to reach 200 thousand b/d. If total Hungarian oil consumption

grows by 15 thousand b/d, then the Soviet percentage of oil consumed

in Hungary is 71 percent [43].

Table 8 shows Hungary's energy situation from 1970-1978.

5. Poland

Poland is unique among Eastern European countries. It is not

only the largest in terms of population, the most heavily Catholic,

and the deepest in debt of the CMEA nations, it is the only country

in Eastern Europe which traditionally experiences an energy surplus

in trade. However, last year's surplus was the smallest of the decade

and Polish officials are concerned.
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The cost of oil and gas imports is rising faster than
earnings from coal exports, especially evident these past
three years despite cutbacks in the refineries' program,
energy conservation efforts and slower economic growth
generally [44].

Higher oil costs were given as a major reason for the weakening of

Poland's trade position. In the early 1970s, the Soviet share of Polish

oil imports was over 90 peicent, today it has dropped below 80 percent.

The Polish economy is not very dependent on oil overall. Oil

makes up the lowest percentage of total energy consumption in all of

Eastern Europe, though this rate is growing. Warsaw depends on coal

as its primary form of energy consumption and has exported coal as a

major earner of hard currency.

The percentage Soviet oil makes of total oil imports has been

reduced since the early part of the decade. In 1979, Poland announced

that the Soviet Union had increased Poland's oil quota by 16 thousand

b/d per year and cited their own increased role in joint Polish-Soviet in-

vestment projects as the reason [45]. This may have been done because the

Soviets may have decided that the Poles cannot afford to import addi-

tional oil from the OPEC nations. Table 9 describes the Polish energy

position 1970-1978.

C. THE ROLE OF MIDDLE EAST OIL

Although the Soviet Union urged its CMEA partners to expand their

number of oil suppliers since 1970, because of the East Bloc's lack of

hard currency and the lower price of Soviet crude, Moscow advice was

either ignored or simply could not be acted upon in tangible ways until

1975. There were efforts to diversify their suppliers following the

Soviet oil price hike, but this was due more to the limits placed by

the Soviets on their exports than an increased ability to go onto the

market. From 1970 to 1976, Eastern European countries experienced

mixed results in lessening their dependence on Soviet energy products.

Table 10 shows one projection of the amount of oil that Eastern

Europe planned to import from the Middle East. One should expect the

1980 revised figures to be further reduced due to uncertainty regard-

ing Iran's ability and willingness to supply CMEA countries.

|K
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In the area of financing, OPEC nations prefer to be paid in hard

currency. Eastern Europe's debt situation is shown in Table 11. As

a result of problems in their balance of payments, the East Bloc tries

to

. . .cushion the adverse economic impact of imports by
paying for them through barter rather than hard currency.
In 1974, barter agreements covered an estimated one-half
of Eastern Europe's imports of crude oil from the Middle
East. Although all Eastern European nations, except for
Romania, firmly support the Arab cause against Israel,
they have been unable to use this support as an induce-
ment for continuation of these agreements.

A Western analyst reports that the share of Arab
oil received by the Eastern Europeans on barter has
"declined dramatically since 1974," although by precisely
how much is not known [46].

The primary reason that the OPEC countries have reduced barter trade

is that the petrodollar-rich Arab countries prefer higher quality

Western goods to those available from Eastern Europe. Thus it appears

that unless Eastern Europe can improve the desirability of its goods

either to the West or the OPEC nations, they are unlikely to be able

to find alternatives to Soviet energy without worsening their hard

currency situation. It may be necessary for the Bloc nations to accept

unfavorable terms of trade in order to obtain oil if the Soviets are

unwilling to fill their oil needs.

D. OIL CONSUMPTION AND INDUSTRIAL GROW4TH

Energy plays an essential role in economic growth. However, the

relationships between energy consumption and growth is complex. Oil

in Eastern Europe is consumed primarily in the industrial and transpor-

tation sectors, with the industrial sector being the dominant user.

In 1975, the price charged the Eastern Europeans by the Soviets signif-

icantly increased. The Eastern European nations responded with some

immediate conservation measures such as reducing speed limits, lower-

ing thermostats in public facilities, and increasing the usage of in-

sulation.

'I
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Table 10

EASTERN EUROPE'S CRUDE OIL IMPORTS FROM THE MID-EAST

(thousands of barrels/day)

1975 1980 (early plan) 1980 (revised)

*BULGARIA 8 120 40

CZECHOSLOVAKIA 6 100 20

EAST GERMANY 38 120 60

HUNGARY 30 120 60

POLAND 48 160 80

SOURCE: Haberstroh, John, "Eastern Europe's Growing Energy Problems,"
_77istern European Economies Post HeLsinki, p. 387.

1 Data are estimated.

2Revised plans are based mainly on announced changes in refinery capa-
city.

Table 11

EASTERN EUROPE'S DEBT SITUATION, 1977

(billions of US dollars)

Country GNP External Debt 1  Trade Balance 2

BULGARIA 22.1 2.7 -0.36

CZECHOSLOVAKIA 63.2 2.7 -0.57

EAST GERMANY 73.1 6.0 -1.00

HUNGARY 29.4 3.4 -0.82

POLAND 100.5 12.8 -2.46

SOURCE: New York Times, "Eastern Europe's Dilemma: It's in the Red,"
New York Times International Economics Survey, February 4, 1979, p. 52.

IHard currency debt includes official Western credited export com-
mittments and claims of Western comnmercial banks.

2Hard currency merchandise trade.
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Analysis of the reaction of Eastern European countries to the

price hike is greatly complicated by the weakness of our data. For

example, it is impossible to determine if the production enterprise

in Eastern Europe actually consumes the oil allocated to it. Nor do

we know whether the enterprise suffered a decrease in the amount of

oil available for use, or if it was forced to reduce costs in other

areas.

Table 12 examines the relationship between growth in gross indus-

trial output (GIO) and oil consumption. In all cases the average of

the values for AOil Consumption/AGIO for 1971-1974 was greater than

the period 1975-1978. This suggests some success in conserving energy

in response to higher energy prices. With the exception of Bulgaria

in 1975, and Poland in 1978, for the four years following the SQviet

oil price hike, industrial growth occurred in conjunction with an in-

crease in oil consumption. If one assumes that most of the short-term

conservation measures available to the leadership in Eastern Europe

were put into effect shortly after 1975 when higher energy costs be-

came a major concern of CMEA industrial planners, it seems likely that

in the near future, as long as there is industrial growth in Eastern

Europe, the region's demand for oil is likely to increase.

F:
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IV. POLITICAL IMPLICATIONS OF THE ENERGY SITUATION
IN EASTERN EUROPE

How is the Soviet Union likely to respond to the energy needs of

their Eastern European allies? Will the Soviets increase, hold con-

stant, or decrease the volume of their oil exports to their CMEA trad-

ing partners? What factors will weigh in their decision? This section

examines the Soviet leadership's priorities in establishing their oil

export policy to Eastern Europe.

Trade dependency is often assumed to lead to leverage. To exer-

cise leverage it is necessary to pay a cost. With regard to energy,

the Soviet Union has been unwilling to pay the cost required to force

the Eastern European countries to find alternative suppliers.

Since 1970, the Soviet Union encouraged the CMEA nations to find

additional energy suppliers to meet Eastern Europe' s growing demand.

In 1975, the Soviets raised the price of their energy exports to East-

ern Europe and set ceilings for each of the CMEA nations. However,

these ceilings have not been as firm as first indicated. The Soviets

have been flexible in responding to the energy needs of their allies.

Although it seems that most of the Eastern European countries have

made attempts to conserve energy, total demand for oil continues to

increase.

How did the increase in the price of oil and petroleum products

affect the countries of Eastern Europe's dependency on the Soviet

Union? One way of examining this question is to look at trade patterns.

Although data are incomplete, the results for four of the five coun-

tries are similar. In 1974, exports to the West as a proportion of

total exports peaked for Czechoslovakia, East Germany, Hungary, and

Poland. In 1975, the price of Soviet energy exports to CMEA increased,

possibly causing a reorientation of Eastern European trade towards

GMEA nations. In the years 1974-1977, the Western share of these

four countries' exports declined 3-5 percent. Bulgaria L,-s the one

exception to the rule. Their exports to the West peaked in, 1976, the

last year that complete data were available. Bulgaria's lower level
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of industrialization and its special relationship with the Soviet

Union may explain its unusual response. During the period examined,

none of the Bloc countries significantly increased the percentage of

their exports to the Third World. *The lack of trade reorientation

towards the West and the Third World suggests that the Eastern Europeans

will be unable to finance a major expansion of their energy imports from

OPEC without going more heavily into debt or decreasing their imports

from the West. Thus they will be forced to sustain their dependency

on the Soviet Union.

Although rising energy prices have led to increased Eastern European

dependence on the Soviet Union in foreign trade, a corresponding in-

crease in usable leverage probably has not occurred. The Soviet Union

by virtue of its great military and economic power does exercise con-

siderable influence over the affairs of the Eastern European states.

But the Soviet's fear of violence within Eastern Europe may make them

unwilling to force the CMEA states to lessen their energy dependence.

It seems that as long as the Pact nations buy their oil for less than

world market prices, the Soviets lose economically. The Soviets prob-

ably accept this economic hardship in exchange for certain political

and military concessions.

The Soviets are aware that the Communist regimes in Eastern Europe

have earned a degree of legitimacy, in part, by improving their standard

of living. Since the Soviets probably view Honecker in East Germany,

Gierek in Poland, and Husak in Czechoslovakia as friendly leaders try-

ing to keep the lid on anti-Soviet sentiment, they will probably con-

tinue to support these governments with energy priced below its world

market value. The Soviets rightfully fear that more nationalistic

governments might be encouraged if there is a lack of concern shown for

the economic plight of their CNEA partners.

The Eastern European states may be able to exploit the Soviet's

fear of instability. For example, the Polish government usually announces

The distribution of Eastern Europe's exports is in the appendix.

I. **A forthcoming Rand study (R-2422) by Jeffrey Simon indicates that
during the last ten years, the Soviets have been decreasingly success-

ful in exercising leverage over the foreign policies of their Warsaw
Pact allies.

S- ?-- --
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its price increases on the Polish populace without warning. In 1970

and 1976, this resulted in major domestic disturbances. The Soviets

responded by lending the Polish government economic assistance. The

Polish leadership (and possibly others) may use this "strategy" to take

advantage of Soviet anxieties in gaining trade concessions and subsi-

dies.

The Soviets may also fear that if Eastern Europe i- forced to re-

orient its trade to pay foi world market oil, the Eastern European

states will learn to adapt to their new trade conditions and find fewer

benefits of closer ties with the USSR. Increased trade will lead to

more personal contacts between the Bloc countries and the West. The

Soviets are probably apprehensive about the impact of this potential

development.

The CIA prediction that Soviet oil production will level off and

decline has yet to be fulfilled [47]. As a result, the Soviet Union

may not have been forced yet by supply considerations to make hard de-

cisions in their export policy. When the shortfall comes, the Soviets

will have to determine their allocation priorities. In the face of a

rising demand for oil in Eastern Europe, the Soviets are likely to

continue increasing their exports of oil to that region. The Soviets

will then probably decrease their exports to the West and attempt to con-

serve additional energy domestically in non-industrial areas. The Soviet

Union, mindful of the potential for social upheaval in EasteLn Europe, and

confident that they can control whatever domestic discontent might

arise from energy cut-backs at home, are unlikely to shift the full

force of their energy crisis onto their CMEA partners.

It is possible that the Soviet Union by devoting extensive re-
sources towards energy development might be able to forestall the in-

evitable decline in oil production. This would entail either tremendous
investment costs borne by the Soviets or would call for the importation
of Western capital and technology. The Soviet's unwillingness to show
flexibility on the Sakhalin Islands in their negotiations with the
Japanese may be indicative of the priority which they attach to foreign
investment in oil development.
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APPENDIX

This appendix consists of four tables. Table A-I shows the dis-

tribution of primary energy consumption in Eastern Europe. Coal con-

sumption is significantly greater than oil and natural gas. Hydroelec-

tric and nuclear power are slowly growing in importance. Table A-2

shows Eastern Europe's natural gas situation. The Eastern Europeans

are dependent on the Soviets in the atea of natural gas. Table A-3

shows Eastern Europe's nuclear plans. The Eastern Europeans, like the

Soviets, have tended to ignore in their public discussions the hazards

of nuclear energy. Nuclear power can be only a long-term solutica to

part of the region's energy problems. Table A-4 shows the distribution

of Eastern European trade exports, 1970-1977.

>1
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Table A-4 cont.

2Preliminary

3The official West German Deutschemark/US dollar rate was used to

convert intra-German trade in East German marks to US dollars because
using the East German mark/US dollar rate understates the value of
trade. East Germany converts West German marks into East German marks
at parity, but actually the East German mark is worth less than the
West German mark.



41

REFERENCES

1. Brown, J. F., Relations Between the Soviet Union and Its Eastern
I.. ropean Allies: A Survey, The Rand Corporation, Santa Monica,
Calif. (R-1742); Archie Brown, "Eastern Europe: 1968, 1978, 1998,"
Daedalus, Vol. 108, No. 1 (Winter 1979), pp. 164-171; "Dependency
Theory and the Soviet-East European Hierarchical Regional System:
Initial Tests," Slavic Review, Vol. 37, No. 4 (December 1978),
pp. 604-23; and Sarah Terry, "External Influences on Political
Change in Eastern Europe," in Political Development in Eastern
Europe, ed. Jan F. Triska and Paul M. Cocks, pp. 277-314.

2. Brown, p. v.

3. Correspondence with Rand consultant, Thane Gustafson.

4. Alexiev, Alexander, "Rumania's Deviation," The New York Times,
1978, and correspondence with Edward Fei of ACDA.

5. Simon, Jeffrey, Comparative Communist Foreign Policy, 1965-76,
The Rnnd Corporatioa, Santa Monica, Calif., August 1978 (P-6067).

6. Brzezinski, Zbigniew, Ifte Soviet B1 -)c, Harvard University Press,
Cambridge, Massachusetts, 1977, p. 476.

7. Klinghoffer, Arthur J., The Soviet Union and International Oil
Politics, Columbia University Press, New York, New York, 1977,
p. 18.

8. Ibid., p. 9.

9. Jack, Emily et al., "Outlook for Soviet Energy," Soviet Economy
in a New Perspective, Joint Economics Committee, Washington,
D.C., 1976, p. 460.

10. CIA, Prospects for Soviet Oil Production, April 1977, D. 1.

11. CIA, Soviet Energy Problems and Prospects, February 1979, p. 1.

12. Ibid., p. 1.

13. Ibid., p. 9.

14. Ibid., p. 25.

15. Ibid., p. 23.

1 16. Ibid., p. 29.

17. Ibid., p. 3.



42

18. Ibid., p. 7.

19. Ibid., p. 21.

20. Ibid., p. 29.

21. Ibid., p. 29.

22. Ibid., p. 29.

23. Smith, Arthur J., "The Council of Mutual Economic Assistance in

1977: New Economic Power, New Political Perspectives and Some
Old Problems," Eastern European Economies Post Helsinki, 1977,
Joint Economics Committee, pp. 153-154.

24. Ibid., p. 154.

25. Slovtsov, Vice President of Soviet Foreign Trade Enterprise
Soyuzneft quoted in Radio Free Europe Bulletin, January 31, 1975.

26. This point was made to me in seminar by Professor Abram Bergson
of Harvard University.

27. Harvard Russian Research Center Newsletter, May 1979, p. 1.

28. Sawyer, Herbert, "Soviet Oil and Eastern Europe," ACES Bulletin,
Spring 1977.

29. Russell, Jeremy, Energy as a Factor in Soviet Foreign Policy,
Lexington, Massachusetts, Lexington Books, p. 230.

30. Correspondence with Brian McCauley of CIA.I

31. "Eastern Europe's Dilemma: It's in the Red," New York Times
International Economic Survey, February 4, 1979, p. 53.

32. FBIS, Eastern Europe, January 9, 1979.

33. English text of Husak's Speech on the Current Five Year Plan, p. 3.

34. FBIS, Eastern Europe, January 26, 1979.

35. Husak, op. cit., p. 10.

-36. Smith, Hedrick, The Russians, Ballantine Books, 1976, p. 399.

37. Radio Free Europe, Situation Report on Eastern Europe, February 24,
1975.

38. "Economic Stagnation in East Germany," New York Times, April 16,
1979.



43

39. Haberstroh, John, "The Case of Hungarian Liberal Socialism Under

Stress," Journal of Comparative Economics, Vol. 2, No. 2, 1978,
pp. 118-120.

40. Ibid., p. 121.

41. Ibid., p. 119.

42. Ibid., p. 119.

43. FRIS, Eastern Europe, January 1979.

44. Notice of the Polish Chamber of Commerce, p. 9A.

45. Ibid., p. 9A.

46. Kramer, John, "Between the Scylla and the Charydis," Orbis,
Winter, 1978, p. 947.

47. Russian Research Center Newsletter, August 3, 1979, p. 1.

OTHER SOURCES THAT WERE NOT CITED

1. Kelly, William, "Effect of the Soviet Price Reform of 1967 on
Energy Consumption," Soviet Studies, July 1978, pp. 394-402.

2. Campbell, Robert, Trends in the Soviet Oil and Gas Industry, Balti-
more, Johns Hopkins University Press, 1976.

3. Goldman, Marshall, Detente and Dollars: Doing Business with the
Soviets, Basic Books, Inc., 1976.

4. Hewett, Edward A., "The Soviet and East European Energy Crisis:
Its Dimension and Implication for East-West Trade," Center for
Energy Studies, University of Texas, August 1978.

5. Holzman, Franklyn, International Trade Under Communism, Basic
* Books, 1976.

6. Marer, Paul, "Soviet Economic Policy in Eastern Europe," Reorien-
tation and Commercial Relations of the Economies of Eastern
Europe, Joint Economics Committee, Washington, D.C., 1974.


